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Foreword 


In  the  course  of  many  days'  testimony  before  the 
Senate  Committee  on  Interstate  Commerce,  Mr.  Frank  J. 
Warne  made  a  number  of  serious  charges  against  rail- 
way management,  including  the  following: 

1.  He  challenged  the  honesty  of  the  railroads  in  fur- 
nishing information  on  the  growth  of  the  labor  cost  of 
railway  operation. 

2.  He  charged  that  the  maintenance  accounts  of  the 
railroads  had  been  manipulated  prior  to  Federal  con- 
trol for  the  purpose  of  influencing  the  decision  of  the 
Interstate  Commerce  Commission  in  the  so-called  Five 
Percent  Rate  Case. 

3.  He  charged  that  inordinate  expenditures  for  main- 
tenance had  been  made  during  the  period  of  Federal 
control. 

4.  He  charged  that  inordinate  expenditures  for  main- 
tenance were  incurred  during  the  guaranty  period  in 
1920,  for  the  purpose  of  rehabilitating  railway  proper- 
ties at  public  expense. 

5.  He  charged  that  leases  of  railway  property  were 
used  to  inflate  the  net  operating  income  required  by  the 
railroads,  and,  therefore,  to  inflate  rates. 

6.  He  charged  that  inter-corporate  relationships  be- 
tween railway  companies  and  others  increased  operating 
expenses  and  decreased  net  operating  income. 

7.  He  charged  that  investment  in  afHliated  companies 
was  used  to  grossly  inflate  the  valuation  of  the  rail- 
roads on  which  they  are  entitled  to  a  reasonable  return. 

Dr.  C.  S.  Duncan,  formerly  of  the  University  of 
Chicago,  was  asked  by  the  Association  of  Railway 
Executives  to  make  an  independent  and  unbiased  analy- 
sis of  the  charges  and  testimony  of  Mr.  Wame. 

In  presenting  the  results  of  this  analysis  to  the  Senate 
Committee  on  Interstate  Commerce,  Dr.  Duncan  said: 

"I  have  approached  this  subject  in  an  impersonal  and 
dispassionate  attitude  of  mind.  .  .  .  The  railway  exec- 
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utives  have  naturally  felt  that  the  charges  and  accusa- 
tions .  .  .  are  not  true,  that  the  facts  are  neither 
fairly  presented  nor  logically  interpreted,  and  that  the 
conclusions,  therefore,  are  not  valid.  ...  I  agree  in 
general  v/ith  that  statement,  and  because  I  agree,  I  feel 
fully  justified  in  coming  before  the  Committee  as  a  dis- 
interested witness." 

In  brief.  Dr.  Duncan  found : 

1.  That  the  figures  showing  the  growth  of  labor  cost 
of  railway  operation  had  been  honestly  reported  by  the 
railroads  and  fully  and  honestly  laid  before  the  Senate 
Committee. 

2.  That  there  was  no  manipulation  of  maintenance  ex- 
penditures to  affect  the  Five  Percent  Rate  Case;  that 
the  Western  and  Southern  roads,  which  were  not  asking 
for  any  rate  increases  at  that  time,  had  had  analagous 
increases  in  maintenance  costs;  and  that  the  Interstate 
Commerce  Commission  itself  stated  that  its  decision 
was  not  based  upon  temporary  increases  in  cost  but  on 
"causes  of  a  continuing  character,  such  as  increased 
taxes,  wages,  and  other  expenses." 

3-4.  That  neither  prior  to,  during,  nor  subsequent  to 
Federal  control  was  there  even  adequate  maintenance 
of  the  railroads  of  the  United  States  based  upon  units 
of  physical  reparation. 

5.  That  the  rentals  required  for  leases  do  not  consti- 
tute a  part  of  operating  expenses,  and,  therefore,  do  not 
affect  net  operating  income,  and  cannot  affect  rates. 

6.  That  any  interlocking  directorates  harmful  to  any 
public  or  private  interest  can  be  disallowed  by  the  Inter- 
state Commerce  Commission,  and  that  all  interlocking 
relationships  have,  therefore,  either  ceased  to  exist,  be- 
come illegal,  or  after  due  investigation  have  been  found 
reasonable  and  justifiable  by  the  Interstate  Commerce 
Commission. 

7.  That  investments  in  the  securities  of  affiliated  com- 
panies do  not  enter  into  the  valuation  of  railroads,  and 
that  Mr.  Warne  on  cross-examination  before  the  Inter- 
state Commerce  Commission,  was  forced  to  admit  his 
error. 
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In  closing  his  testimony.  Dr.  Duncan  said: 

"I  am  convinced  that  this  [Mr.  Warne's]  testimony 
not  only  does  not  prove  the  contentions  set  forth,  but 
also  wras  presented  with  a  view  to  the  effects  it  would 
have  elsewhere  than  upon  the  minds  of  this  Committee; 

"That  it  has  been  misused  in  the  public  forum; 

"That  it  does  not  meet  the  purpose  of  Senate  Resolu- 
tion 23  [the  resolution  stating  the  purposes  for  which 
the  railroad  inquiry  by  the  Senate  Committee  on  Inter- 
state Commerce  should  be  conducted]. 

"That  it  is  not  helpful  in  meeting  the  present  railroad 
problem; 

"That  it  tends  to  engender  bad  feeling  where  harmony 
should  prevail; 

"That  it  is  an  attempt  to  discredit  railway  manage- 
ment and  to  harm  railway  credit. 

"It  is  neither  cMistructive  nor  fair,  neither  sound  nor 
judicially  considered,  neither  wise  nor  just. 

"The  witness  has  used  his  ability  as  an  economist  and 
statistician  for  the  purposes  of  a  partisan  and  an  advo- 
cate and  not  as  a  scientist  and  serious  student  of  busi- 
ness problems." 

The  full  text  of  both  the  Wame  testimony  and  the 
Duncan  testimony  may  be  found  in  the  Library  of  Con- 
gress and  in  many  public  libraries. 
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I 

Railroad  Wages  — Answer  to  Mr.  Warne's 
"Ten  Points"  Charging  Padding 
of  Compensation  Accounts 

Dr.  Duncan  began  his  testimony  on  this  topic  by 
saying: 

"The  data  bearing  upon  compensation  to  employes  pre- 
sented in  the  hearing  must  be  judged  on  the  basis  of  the 
purpose  in  view  by  those  who  presented  them.  I  have 
kept  in  mind  consistently  Senate  Resolution  23  in  my  ex- 
amination of  the  evidence.   It  says  in  part : 

'Resolved,  That  the  Committee  on  Interstate  Commerce  is 
hereby  authorized  and  directed  to  inquire  into  and  report  to  the 
Senate  as  speedily  as  practicable  upon  the  following  matters, 
to  wit, 

'First:  The  operating  revenues  and  expenses  of  the  railroads 
of  the  country  which  under  the  law  make  reports  to  the  Inter- 
state Commerce  Commission,  comparing  those  revenues  and 
expenses  with  like  revenues  and  expenses  (including  the  period 
of  Federal  Control)  since  1912.    .   .  .' 

"There  is  not  in  this  investigation  any  issue  of  wage 
rates  or  of  a  fair  wage.  The  Committee  definitely  and 
rightly  declined  to  review  the  work  of  the  Railroad 
Labor  Board.  It  is  only  fair  to  test  the  data  presented 
by  the  direction  given  to  the  hearings  by  the  Resolution 
and  by  the  Chairman. 

"The  Railroad  industry  is  to  be  examined  as  a  going 
business,  with  its  outgo  and  its  income.  Expenses  are  to 
be  matched  with  revenues,  and  all  items  may  be  called 
into  question  and  explanations  for  them  demanded. 
Among  others  the  wage  bill  may  be  examined  as  to 
whether  it  has  gone  out  of  line  with  other  expenditures. 
Here,  however,  it  is  the  sum  paid  out  to  employes  and 
not  the  hourly,  weekly,  monthly  or  yearly  rate  of  wages 
that  is  considered. 
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"Clearly,  by  the  terms  of  Senate  Resolution  23,  and  by 
the  direction  given  these  hearings  by  the  Chairman  of 
the  Committee,  and  further  by  the  evidence  presented 
through  w^itnesses  of  the  carriers,  the  purpose  in  view  is 
to  compare  revenues  and  expenses,  items  of  revenues  and 
items  of  expenses,  year  by  year  from  1912  to  Federal 
control,  and  during  the  period  of  Federal  control  with 
what  went  before  and  what  came  after. 

"As  applied  to  compensation  to  employes  this  means 
total  wages  as  distinguished  from  wage  rates. 

"In  his  criticism  of  the  compensation  statistics  pre- 
sented to  this  Committee  by  witnesses  for  the  carriers, 
Mr.  Warne  summarizes  what  he  calls  the  fallacies  of 
these  figures.  They  are  ten  in  number  and  may  be  dis- 
cussed seriatim.  I  propose  to  apply  to  them,  as  a  test 
the  preceding  analysis." 

The  Charge 

First  Criticism:  'They  include  annual  compensation  to  gen- 
eral and  division  officers  exceeding  in 
amount,  in  J  920,  $92,000,000  which 
should  be  excluded.' 

The  Answer 

"It  is  to  be  remembered  that  the  Interstate  Commerce 
Commission  in  its  book  of  instruction  entitled  'Rules 
governing  the  classification  of  steam  railway  employes,' 
has  specifically  designated  as  an  employe  'every  person 
in  the  service  of  the  reporting  carrier  subject  to  its  con- 
tinuing authority  to  supervise  and  direct  the  manner  of 
rendition  of  his  service'  (P.  7). 

"Furthermore,  in  the  classified  list  as  given  in  the  book 
of  instructions,  the  first  two  groups  are:  '1.  Executives, 
general  officers  and  assistants,'  '2.  Division  officers,  assis- 
tants, and  staff  assistants.'  (Form  A.)  The  roads  are 
required  therefore  to  report  general  and  division  officers 
on  this  form. 
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"The  inclusion  of  compensation  to  general  and  division 
officers  here  not  only  does  not  present  the  case  unfairly 
to  railway  employes,  but  on  the  contrary  has  the  effect 
of  lowering  the  ratio,  due  to  the  fact  that  the  rate  of  in- 
crease to  these  groups  of  employes  has  been  less  than  to 
the  other  groups. 

"It  may  be  said  that  such  compensation  must  be  in- 
cluded. It  is  a  part  of  expense;  it  must  be  paid  out  of 
revenues;  it  is  a  legitimate  part  of  the  cost  of  operation; 
it  belongs  in  aggregate  compensation. 

"This  amount  was  never  intended,  and  the  witness 
doubtless  well  knew  it  was  not  intended,  'to  be  counted 
as  increased  wages,'  as  distinguished  from  salaries." 

The  Charge 

Second  Criticism:  'The^  include  compensation  paid  employes 
engaged  in  nerv  construction  ivor^,  which 
properly  should  be  charged  to  capital  ac- 
count and  not  operating  expenses.' 

The  Answer 

"In  reply  to  this  criticism  it  may  be  said : 

"(1)  that  most  undertakings  in  new  construction  are 
turned  over  to  construction  companies  and  the  expenses 
are  carried  directly  to  the  capital  account. 

"(2)  that  nearly  all  other  new  construction  work  done 
by  the  carriers  themselves  is  carried  in  the  additions  and 
betterment  account. 

"(3)  that  the  total  amount  of  expenses  about  which 
there  may  be  a  difference  of  accounting  opinion  as  be- 
tween operating  expenses  and  capital  account  is  relative- 
ly small,  and  the  wage  factor  smaller  still. 

"(4)  that  so  far  as  wage  rates  themselves  are  con- 
cerned there  is  practically  no  differences  between  those 
paid  on  new  construction  and  on  similar  kinds  of  work 
in  undeniably  transportation  service. 

"But  again  it  is  evident  that  since  the  accounts  are 
carried  on  from  year  to  year  on  the  same  system,  no  items 

8 


Getting  the  Facts  Straight  About  the  Railroads 


can  be  eliminated  from  the  reports  of  a  single  year  with- 
out destroying  the  fairness  of  the  comparison.  In  this 
instance  any  other  years  used  for  comparison  with  19,20 
would  contain  the  same  character  of  charges  to  operating 
expenses. 

"There  is,  therefore,  no  chance  for  the  1920  figures  to 
be  padded  in  any  way." 

The  Charge 

Third  Criticism:  'The^  include  compensalion  paid  employes 
of  affiliated  and  owned  companies  other 
than  transportation.^ 

The  Answer 

"On  this  point  it  is  not  clear  as  to  what  is  meant  by  the 
'affiliated  and  owned  companies,  other  than  transporta- 
tion.' If  this  reference  is  to  switching  and  terminal  com- 
panies, the  witness  is  in  error  because  these  companies 
have  been  definitely  excluded  from  the  basic  wage  tables 
as  is  clearly  shown  on  the  tables  themselves. 

"If  reference  is  made  in  this  criticism  to  those  com- 
panies manufacturing  cars,  or  for  furnishing  ties  or  fuel, 
the  witness  is  again  in  error,  because  the  wages  of  the 
employes  of  such  companies  are  not  included  in  the  basic 
wage  tables  presented  before  this  Committee. 

"If  the  reference  of  the  witness  is  to  lessor  non-oper- 
ating companies,  he  is  also  in  error,  because  the  expense 
of  maintaining  the  corporate  organization  of  the  lessor 
companies  is  likewise  not  included  in  the  basic  wage 
tables  presented  to  this  Committee.  I  can  think  of  no 
other  possibility  that  was  in  the  mind  of  the  witness." 

The  Charge 

Fourth  Criticism:  'They  include  the  additional  compensation 
resulting  from  employment  of  a  larger 
number  of  employes  in  consequence  of  in- 
creased volume  of  traffic.  In  1920  this 
increase  in  number  of  employes  over  19 1 5 
exceeded  694,000  and  represents  an  in- 
crease in  total  compensation  in  excess  of 
$550,000,000: 
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The  Answer 

"Why  compare  1920  with  1915?  What  is  the  meaning 
of  this  figure  $550,000,000?  Is  it  to  be  argued  that  be- 
cause it  takes  more  men  to  handle  more  traffic,  maintain 
the  way  in  better  shape,  and  perform  more  service,  the 
additional  compensation  to  these  men  is  no  part  of  the 
wage  bill?    This  is  nonsense. 

"The  total  wage  bill  is  the  whole  amount  paid  out  as 
ompensation  regardless  of  number  of  employes  or  wage 
rate  changes.  An  increase  in  total  pay  does  not  indicate 
in  itself  the  cause  of  the  increase ;  but  as  one  member  of 
the  Committee  remarked,  'These  technical  terms  are  a 
very  practical  thing  to  the  man  who  has  to  pay  them.' 
If  aggregate  compensation  was  increased  by  $550,000,000 
it  had  to  be  paid  in  1920." 

The  Charge 

Fifth  Criticism:  'The^  include  payments  for  overtime  and  in- 
creases in  overtime  which  economically^  repre- 
sent not  wage  increases  but  the  purchase  of 
more  man  hours,  usually  at  higher  rates.  On 
the  basis  of  1920,  a  \)ear  of  an  extraordi- 
nary amount  of  overtime,  as  much  as  $275,- 
000,000  or  eight  per  cent  of  the  total  com- 
pensation, was  for  overtime.^ 

The  Answer 

"Overtime  is  and  should  be  made  a  distinct  and  sepa- 
rate item  in  any  consideration  of  wage  rates.  The  rules 
of  the  Interstate  Commerce  Commission  effective  July, 
1921,  include  this  requirement.  Nevertheless,  overtime  is 
a  part  of  the  total  payroll ;  like  other  expenses  it  must  be 
paid  out  of  revenues.  .  .  .  Charges  for  overtime  are  a 
part  of  operating  expenses. 

"Attention  should  be  called,  moreover,  to  the  method 
of  arriving  at  the  specific  sum  given  above.  It  is  not 
based  on  any  valid  data,  but  is  very  largely  calculated ;  it 
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is  another  case  of  'constructed'  statistics.  This  is  the  sole 
evidence  upon  which  it  is  founded : 

Total  overtime  payment  on  the  New  York  Central 
alone  for  1920  amounted  to  as  much  as  $25,540,073,  ac- 
cording to  the  testimony  before  this  Committee  by  Mr. 
Alfred  H.  Smith,  president  of  that  company.  (Hearings 
May  19,  1921,  p.  278.)  This  is  eight  per  cent  of  the 
total  compensation  paid  by  the  New  York  Central  in 
1920,  excluding  general  and  division  officers.  Applied  to 
the  total  compensation  of  all  Class  I  roads  it  means  that 
an  amount  in  excess  of  $275,000,000  was  paid  in  1920  for 
overtime  alone.    (Vol.  Ill,  p.  1176.) 

"It  is  a  narrow  statistical  foundation  upon  which  to 
build  such  a  gigantic  superstructure;  without  a  better 
basis  in  fact  such  a  calculation  should  be  discarded." 

The  Charge 

Sixth  Criticism:  'The\;  included  in  total  compensation  of 
Class  I  roads  for  1920  at  least  98  roads, 
representing  a  mileage  in  excess  of  6,500 
miles,  which  Were  not  included  in  earlier 
^ears.  This  shows  an  arithmetical  increase 
in  compensation  of  approximately  $32,000,- 
000  without  a  cent  increase  in  Wages.' 

The  Answer 

"Class  I  railroads  are  those  having  a  total  revenue  of 
$1,000,000  or  more  per  year. 

"When  a  new  road  rises  to  Class  I  it  brings  along  not 
alone  its  wage  bill,  but  also  its  quota  of  employes  and  its 
total  revenues.  It  comes  as  an  active,  operating  road. 
And  while  the  total  wage  bill  is  increased  by  the  amount 
of  its  payroll,  the  total  revenues  are  likewise  increased 
by  the  amount  of  its  revenues,  and  the  total  number  of 
employes  and  of  hours  and  days  worked  is  similarly 
affected.  It  follows,  also,  that  as  a  road  enters  Class  I 
it  comes  under  the  report  requirements  of  the  Interstate 
Commerce  Commission,  and  the  information  furnished 
by  it  is  made  comparable  with  that  of  other  roads." 
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The  Charge 

Seventh  Criticism:  'Thep  include  a  larger  number  of  more 
highl])  paid  cmplo'^es,  such  as  engineers 
and  conductors,  in  the  later  pears  of  in- 
creased volume  of  traffic,  compared  t>ith 
earlier  pears  when  traffic  rvas  not  so 
fteavp.' 

The  Answer 

"All  readjustments  in  classification  of  employes,  all 
shifting  in  numbers  in  economic  or  income  groups,  are 
necessary  for  consideration  in  determining  a  fair  and  com- 
parable average  wage.  These  things  are  not  at  all  im- 
portant in  calculating  total  compensation.  Once  more 
the  witness  has  imputed  a  wrong  purpose  to  the  data  to 
justify  a  criticism  of  them. 

"No  specific  sum  is  given  under  this  criticism.  In  fact, 
none  could  be  given  because  an  analysis  of  the  data  would 
show  that  no  discrepancy  existed.  I  want  to  insert  a 
table  here  that  affords  a  test  of  this  contention.  This 
table  represents  all  employes  by  classes  in  1920  with  the 
total  compensation  for  each  class.  These  same  data  have 
been  adjusted  to  the  1916  report.  The  table  shows  that 
whatever  shifting  has  taken  place  as  to  the  numbers  in 
different  classes,  there  has  resulted  no  such  effect  as  has 
been  claimed. 

"This  criticism  can  be  brought  to  a  mathematical  test. 
In  the  first  two  columns  of  the  table  [above  referred  to] 
are  given  the  average  number  of  employes  for  the  year 
1916  and  for  the  year  1920.  The  next  column  shows  the 
total  number  of  employes  in  1920  according  to  the  actual 
ratios  of  1916.  This  was  done  by  calculating  the  per- 
centage of  each  class  as  given  in  the  Interstate  Commerce 
Commission  Classification  list  to  the  total  number  of  em- 
ployes for  the  year  1916. 

"For  instance,  sectionmen  were  in  1916,  about  15.4% 
of  the  average  number  of  employes  of  all  classes.  And 
so  on  through  the  list.    These  class  percentages  thus  de- 
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rived  were  then  applied  to  the  average  number  of  em- 
ployes in  the  year  1920. 

"This  method  translates  the  1916  classes  into  the 
groupings  of  1920.  Then  the  average  annual  earnings 
per  employe  in  each  group  was  multiplied  by  the  number 
thus  derived. 

"The  purpose  of  this  test  is  to  show  whether  or  not  the 
statements  made  by  this  witness,  namely,  that  numerical 
increases  in  certain  more  highly  paid  groups  had  in- 
creased the  total  compensation.  The  results  of  this  test 
are  shown  in  the  next  to  the  last  column.  That  sum  is 
$3,696,356,807,  which  represents  what  the  compensation 
of  the  several  classes  in  1920  would  have  been,  had  the 
distribution  been  the  same  as  in  1916. 

"In  the  last  column  is  given  the  actual  compensation 
in  1920,  which  is  $3,698,216,351.  The  difference  between 
these  two  sum  totals  is  only  $1,859,544.  Whatever  re- 
distribution had  taken  place  between  these  two  years, 
did  not  have  an  appreciable  effect  upon  total  compensa- 
tion. 

"There  is,  therefore,  no  foundation  in  fact  for  this 
criticism." 

The  Charge 

Eighth  Criticism:  'They  include  in  1920  in  total  compensa- 
tion, retroactive  Tvage-increase  arvards  fcp 
wage-adjustment  boards,  the  amounts  of 
which  more  properly  belong  to  payments 
for  preceding  years.' 

The  Answer 

"This  criticism  involves  the  whole  question  of  'hang- 
overs' or  'lapovers'  or  'delayed  items'  as  they  are  vari- 
ously called.  In  general  the  principle  is  to  charge  the  ac- 
count at  the  time  payment  is  made.  It  is  clearly  illus- 
trated in  the  retroactive  wage  award  of  July,  1920. 
August  is  heavily  loaded  with  back  pay  figures. 

"In  the  same  way  receipts  are  credited  when  received. 
One  instance  of  this  method  is  seen  in  the  back  mail 
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pay  to  the  roads  in  January,  1920.  This  is  a  necessary 
practice  due  to  the  fact  that  accounts  must  be  closed  at 
certain  periods  and  reports  must  be  made  on  the  basis 
of  them. 

"The  question  naturally  assumed  greater  importance 
when  private  management  was  superseded  by  Federal 
control  on  a  rental  basis.  Both  at  the  time  the  roads  were 
taken  over  and  at  the  time  they  were  returned,  especially 
in  view  of  the  important  unsettling  factors  that  entered, 
it  was  necessary  to  separate  the  delayed  items.  Contrary 
to  the  impression  given  in  the  above  criticism  this  was 
done  to  a  considerable  extent. 

"The  total  Federal  'lapover'  operating  expenses  due  to 
the  decisions  of  the  wage  Adjustment  Boards,  according 
to  figures  suppHed  by  the  Railroad  Administration,  were 
$12,244,047.38  for  the  ten  months,  March  to  December, 
1920;  for  the  six  months'  Guaranty  Period  they  were  only 
$8,549,449.  The  following  instructions  to  the  railroads 
by  the  Railroad  Administration  are  pertinent  here : 

'(a)  There  shall  be  entered  currently  after  February 
29,  1920,  upon  Federal  books  referred  to  in  section  I 
hereof,  record  of  all  transactions  arising  out  of  Federal 
control. 

'(b)  Bills  for  accounts  collectible  and  vouchers  for  ac- 
counts payable  covering  all  transactions  arising  out  of 
Federal  operations  shall  be  prepared,  respectively,  on 
United  States  Railroad  Administration  bill  and  voucher 
forms,  recorded  in  the  appropriate  Federal  bill  and 
voucher  registers,  and  charged  or  credited  on  the  Fed- 
eral books  to  the  appropriate  accounts. 

'(c)  It  is  desired  that  transactions  arising  out  of  Fed- 
eral control  should  not  be  entered  in  the  corporate  books 
in  any  manner;  likewise  it  is  desired  that  corporate  trans- 
actions should  not  be  included  in  the  Federal  Accounts.'  " 

The  Charge 

Ninth  Criticism:  They  include  in  1920  compensation  to  em- 
ployes of  the  United  States  Railroad  Ad- 
ministration in  1918  and  1919  rvho  re- 
turned to  their  former  positions  with  the 
carriers.^ 
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The  Answer 

"It  is  an  adequate  reply  to  this  criticism  to  point  out 
that  this  transfer  is  in  no  way  different  from  an  increase 
in  the  number  of  employes.  Compensation  to  them  is  a 
necessary  part  of  total  compensation.  They  were  em- 
ployes prior  to  the  creation  of  the  United  States  Railroad 
Administration;  they  were  again  employes  subsequent 
to  that  service.  Total  compensation  cannot  possibly  be 
inflated  more  than  it  was  deflated  during  the  interim." 

The  Charge 

Tenth  Criticism:  'They  include  total  compensation  to  em- 
ployes in  traffic,  advertising,  publicity,  and 
industrial  bureaus  and  like  activities  n>hose 
services  rvere  discontinued  under  the 
United  States  Railroad  Administration.' 

The  Answer 

"The  accounting  practice  of  the  railroads  as  to  general 
advertising  expense  is  in  full  accord  with  the  Interstate 
Commerce  Commission  classification,  issue  of  1914. 

"Compensation  to  them  naturally  and  necessarily  be- 
longs in  the  total  compensation.  It  is  classified  by  the 
Commission  among  operating  expenses.  It  must  be  paid 
out  of  revenues.  In  any  case,  the  amount  is  absolutely 
and  relatively  very  small." 

Dr.  Duncan  then  continued: 

"It  was  on  the  basis  of  these  ten  so-called  fallacies  that 
Mr.  Warne  reached  the  conclusion  that 

'In  a  general  way  these  various  items  total  more  than 
$1,250,000  of  the  total  compensation  paid  in  1920.'  (Vol. 
Ill— P.  1188.) 

The  Chairman  of  the  Committee  thereupon  asked: 

Question:  "Do  you  mean  one  and  a  quarter  billions  of  in- 
creased compensation  that  ought  not  to  be  considered  as  in- 
creased wages?" 

Mr.  Warne:    "Yes,  sir." 
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DR.  DUNCAN'S  CONCLUSIONS  ON 
MR.  WARNE'S  "TEN  POINTS" 

"So  far  as  this  inquiry  is  concerned,  it  has  been  clearly 
shown  that  the  entire  series  of  criticism  is  not  pertinent 
to  the  issue. 

"The  witness  himself  admits  that  this  figure  mentioned 
here  is  a  legitimate  part  of  total  compensation  which  in 
its  turn  is  a  legitimate  part  of  operating  expenses. 

"It  has  been  shown  that  the  data  are  comparable  with 
similar  data  of  previous  years.  It  may  be  stated,  how- 
ever, that  no  set  of  figures  is  given  that  will  nearly  total 
the  one  and  a  quarter  billion  [the  sum  Mr.  Warne  con- 
tended that  in  his  ten  criticisms  he  had  proved  should  not 
be  counted  as  increased  wages  for  1920]. 

"I  take  direct  issue  with  the  witness  on  these  ten 
points.  I  claim  also  that  he  has  diverted  the  testimony 
of  the  carriers'  witnesses  from  the  purpose  for  which 
they  were  given  to  serve  his  own  ends.  Such  practice 
is  neither  fair  to  this  Committee,  to  the  witness  whose 
testimony  is  attacked,  to  the  public,  or  to  the  standards  of 
scientific  statistical  and  economic  investigation. 

"For  this  witness  to  have  stated  his  conclusions  in  such 
equivocal  terms  as  to  be  genersdly  misunderstood  is 
reprehensible.  There  is  no  overstatement  of  total  com- 
pensation and  he  knew  it.  As  a  matter  of  fact,  he  has 
made  no  claim  that  the  items  were  not  actuzJIy  correct, 
or  that  the  sums  were  not  actually  paid  to  the  classes 
specified  and  in  the  years  under  review.  The  vast  wage 
bill  of  $3,698,216,351  was  actually  paid  to  railway  em- 
ployes in  1920." 
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II 

The  Charge  that  Railroads  Manipulated 
Operating  Accounts  to  Influence 
a  Rate  Decision 

Dr.  Duncan  said  in  part: 

"The  second  chief  point  of  criticism  against  the  rail- 
roads brought  by  Mr.  Wame  applies  to  specific  items  in 
the  railway  accounts.  Stated  broadly  this  criticism  is 
that  the  roads  have  so  manipulated  their  operating  ex- 
penses that  the  net  operating  income  has  been  deflated 
and  the  return  on  a  swollen  property  investment  account 
has  been  made  unduly  small.  Or  in  the  language  of  the 
witness  himself : 

The  ability  of  the  carriers  to  manipulate  the  maintenance 
account  affects  favorably  or  adversely  the  net  operating  rev- 
enues and  income,  the  particular  effect  depending  upon  the 
policy  pursued.    (Vol.  Ill — p.  107 1.) 

"1.  Special  emphasis  is  placed  in  the  first  part  of  the 
criticism  upon  the  fiscal  year  1913-14.  Here  a  direct 
charge  is  made  that  the  Eastern  roads  manipulated  their 
accounts  in  1913  for  the  purpose  of  influencing  the  deci- 
sion of  the  Interstate  Commerce  Commission  in  the  so- 
called  'Five  Per  Cent  Case.'  " 

The  record  of  the  hearings  shows  a  long  colloquy  be- 
tween the  Chairman  of  the  Commission  and  Mr.  Warne 
in  which  the  Chairman  remarked: 

"And  you  mean,  of  course,  to  suggest  that  without 
benefiting  the  public,  or  without  the  maintenance  being 
required  in  order  to  safely  and  adequately  do  the  business 
that  was  offered  to  them,  that  certain  railroads  increased 
their  maintenance  account  simply  because  they  did  not 
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want  the  public  to  know  how  much  money  they  were 
earning  that  would  be  applicable  to  the  payment  of  inter- 
est upon  bonds  or  dividends  upon  stock." 

Mr.  Warne  replied,  after  much  verbal  sparring, 
that  that  was  the  charge  which  he  made. 

"Proof  of  this  assertion  is  sought  not  alone  in  the 
government  statistics  published  by  the  Interstate  Com- 
merce Commission  but  also  in  certain  evidence  introduced 
in  the  so-called  Five  Per  Cent  Case  of  1914. 

"From  this  record,  it  is  claimed  by  the  witness  that 
operating  expenses  have  a  consistent  and  logical  relation 
to  revenues  in  the  period  from  1894  to  1907  (Vol.  Ill, 
p.  1060),  but  that  in  the  succeeding  years: 

Whatever  control  the  measuring  of  the  income  in  operating 
revenues  had  over  operating  expenses  stems  to  have  been  dis- 
carded and  operating  expenses  simply  ran  riot.  (F ol.  Ill — 
p.  1061) 

"I  am  convinced  that  a  sounder  interpretation  can  be 
made  of  these  data." 

In  considering  this  charge  Dr.  Duncan  analyzed  the 
data,  and  the  charts  presented  by  Mr.  Warne,  to  illustrate 
the  point.    He  then  said  in  part: 

"There  is  no  other  industry  in  the  country  of  which 
the  essential  facts  are  so  fully  disclosed  to  pubUc  scru- 
tiny. It  is  a  result  of  their  being  public  utilities,  by  virtue 
of  which  fact  they  are  made  to  carry  a  special  responsi- 
biHty. 

"On  this  account  it  is  a  particularly  serious  thing  to 
make  a  public  charge  of  general  dishonesty  and  of  whole- 
sale manipulation.  It  becomes  a  duty  to  challenge  all 
such  unfair  and  unfounded  charges. 

"I  propose,  therefore,  to  examine  critically  the  data 
presented  in  this  instance  and  the  deductions  drawn  from 
them. 

"On  June  21,  1913,  the  Interstate  Commerce  Commis- 
sion ordered  a  proceeding  of  inquiry,  defining  the  two 
essential  issues  involved: 
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/.  Do  ihe  present  rates  of  transportation  yield  to  common 
carriers  by  railroad  in  official  classification  territory 
adequate  revenues? 

2.  If  not,  rvhat  general  courses  may  carriers  pursue  to  meet 
the  situation?    (The  Five  Per  Cent  Case — p.  365). 

WHAT  THE  COM>nSSION  SAID,  KNOWING 
THE  E\^DENCE 

"In  seeking  an  answer  to  these  inquiries  the  Commis- 
sion had  before  them  all  the  evidence  that  has  here  been 
reproduced  and  much  more ;  they  had  heard  all  the  accu- 
sations that  the  witness  here  renews.  I  believe  it  is  only 
reasonable  to  hold  that  they  were  in  a  better  position  to 
judge  the  case  than  this  witness.  What  did  they  say? 
The  majority  opinion  holds  that : 

In  view  of  a  tendency  towards  a  diminishing  net  operating 
income  as  shown  by  the  facts  described  we  are  of  the  opinion 
that  the  net  operating  income  of  the  railroads  in  official  classifi- 
cation territory,  taken  as  a  v/hole,  is  smaller  than  is  demanded 
in  the  interest  of  both  the  general  public  and  the  railroads;  and 

it  is  our  duty  and  our  purpose  to  aid,  so  far  as  legally  may,  in 
the  solution  of  the  problem  as  to  the  course  that  the  carriers 
may  pursue  to  meet  the  situation.  (The  Five  Per  Cent  Case — 
p.  384.) 

"And  again: 

In  what  has  proceeded  we  have  found,  treating  as  one  road 
the  35  railway  systems  in  official  classification  territory  that 
have  asked  for  this  so-called  5  per  cent  increase  in  rates,  that 
their  net  operating  income  is  insiafficient  and  should  be  increased. 
(P.  403.) 

"Despite  this  record  the  witness  maintains  his  charge 
of  duplicity  and  deception  as  a  deliberate  policy  of  the 
railroads.  Specifically  he  declares  that  the  roads  were 
guilty  in  1913  of  loading  the  maintenance  of  equipment 
and  the  maintenance  of  way  and  structures  accounts  with 
a  great  burden  of  excess  expenditure  in  order  to  secure  a 
favorable  decision  from  the  Commission.   This  was  done, 
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he  declares,  because  the  operating  revenues  were  rapidly 
increasing  and  the  roads  desired  to  conceal  this  fact. 

"In  his  own  words : 

'This  enormous  increase  in  income  would  in  all  probability 
have  completely  destroyed  every  possible  opportunity  of  the 
eastern  railroads  to  secure  any  advance  in  rates  whatever  from 
the  Interstate  Commerce  Commission  and  in  consequence  they 
were  compelled  to  exert  strenuous  efforts  to  divert  large  sums 
into  exceptional  maintenance  expenses,  such  as  has  been  pointed 
out.  Over  such  manipulation  of  revenues  the  Commission  has 
absolutely  no  authority.'  (Vol.  Ill— p.  1067.) 

THE  ANSWER  TO  CHARGES  IVIADE 
BY  MR.  WARNE 

"To  controvert  this  statement  and  the  general  charge 
I  want  to  offer  the  following  arguments: 

"1.  The  income  of  the  roads  was  in  no  way  concealed 
from  the  Interstate  Commerce  Commission  or  the  public. 
Nor  were  the  expenses.  Under  the  Commission's  ac- 
counting regulations  then  in  force  the  accounts  into  which 
the  expenses  were  charged  were  likewise  known.  I  do 
not  argue  that  railway  cost  accounting  is  or  has  been 
perfect.  There  is  continued  development  and  encourag- 
ing progress  along  these  lines.  But  there  was  not,  and 
could  not  have  been,  anv  deception  in  the  matter,  and  no 
one  knew  this  better  than  the  railway  managements. 
That  the  Commission  considered  with  great  care  all  such 
charges  is  obvious  from  the  decision  itself.  (Cf.  p.  371, 
377,  381.) 

"2.  Specific  and  acceptable  reasons  for  the  increase  in 
maintenance  expenditures  by  the  roads  are  recorded  by 
the  Commission  in  the  decision  not  one  of  which  has  been 

referred  to  in  the  testimony  given  by  the  witness.  In- 
stances can  be  given  of  this  fact  from  the  decision  itself." 

At  this  point  Dr.  Duncan  cited,  as  among  factors 
which  increased  maintenance  charges  since  1907,  quota- 
tions from  the  Commission's  own  decision  alluding  to 
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safety-appliance  acts,  boiler-inspection  laws,  state  legis- 
lation requiring  the  elimination  of  grade  crossings,  the 
use  of  heavier  locomotives,  larger  and  heavier  freight 
and  passenger  cars,  many  being  made  entirely  of  steel, 
the  running  of  heavier  and  longer  trains  over  heavier 
rail  and  stronger  bridges,  more  and  better  ballast,  more 
cross  ties,  larger  tunnels,  larger  roundhouses,  turn- 
tables, machine  shops,  tools  of  all  kinds,  relocating  of 
tracks  to  lessen  curves  and  grades,  etc. 

Dr.  Duncan  called  especial  attention  to  the  following 
declaration  in  the  Commission's  decision: 

"In  our  judgment  the  equipment  depreciation  charges 
before  us,  taken  collectively,  have  been  too  low." 

The  Commission's  decision,  which  Dr.  Duncan  quot- 
ed, goes  into  great  detail  in  showing  the  increased 
costs  of  fuel  and  wages  and  in  the  Spring  of  1913 
disastrous  floods  had  occurred  in  Central  Association 
territory. 

Dr.  Duncan  also  called  attention  to  the  fact  that  the 
Western  and  Southern  districts  had  had  analogous  in- 
creases in  maintenance,  but  were  not  asking  for  rate 
increases  at  that  time.    He  said: 

"The  decision  in  the  Five  Per  Cent  Case  applied  only 
to  the  Eastern  Division  of  the  roads.  In  reply  to  a  ques- 
tion by  the  Chairman  of  this  Committee  as  to  expendi- 
tures for  the  same  period  on  Western  roads  the  witness 
said : 

*I  did  not  analyze  that,  Senator.'  (Vol.  Ill,  p.  1069.) 

"The  inquiry  was  a  pertinent  one  and  the  facts  are 
essential  for  the  proper  judgment  of  the  issue.  Compar- 
able figures  have  been  obtained  for  the  Western  and 
Southern  divisions.  In  the  Southern  District,  mainte- 
nance expense  increased  10.1%  in  1913  over  1912,  al- 
though the  roads  there  had  no  case  before  the  Commis- 
sion.   In  the  Western  District  there  was  an  increase  of 
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15.2%  in  1913  over  1912,  and  the  roads  there  had  no  case 
before  the  Commission. 

"And,  finally,  it  is  to  be  remembered  that  the  witness 
himself  made  no  charge  that  money  had  been  uneconomi- 
cally,  unwisely  or  dishonestly  spent." 

Dr.  Duncan  pointed  out  that  tlie  increase  in  rates 
which  was  won  by  the  carriers  in  the  Five  Per  Cent  Case 
was  won  not  on  the  basis  of  extraordinary  expense  for 
1913  or  any  other  single  year,  but  on  "causes  of  a  con- 
tinuing character  such  as  increased  taxes,  wages  and 
other  expenses."    He  then  continued: 

"These  reasons  afford  to  my  judgment  a  valid  refuta- 
tion of  the  charges  [that  railway  accounts  were  manipu- 
lated, that  operating  expenses  had  run  riot  since  1907, 
that  there  was  a  concerted  action  by  the  Eastern  Roads 
to  inflate  their  operating  expenses  in  order  to  force  a 
favorable  decision  as  to  rates,  all  of  which  charges  have 
been  made  by  Mr.  Warne"]. 

He  concluded  by  saying: 

"It  is  clearly  unfair  to  compare  figures  only.  They  are 
only  a  surface  manifestation,  and  do  not  explain  the  phe- 
nomena. Back  of  them  lie  the  economic  activities  which 
alone  give  them  significance. 

"The  fzulure  by  the  witness  to  examine  these  economic 
activities  and  to  interpret  the  figures  with  due  regard 
to  their  setting  has  led  him  to  arrive  at  conclusions 
wholly  unwarranted  and  wholly  untrue." 
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III 

The  Charge  of  Extravagant  Outlay,  at 
Government  Expense,  Under 
Regional  Directors  During 
Federal  Control 

On  this  subject,  Dr.  Duncan  said  in  part: 

"The  same  charge  of  inordinate  expenditures — at  least 
on  certain  roads — by  regional  directors  during  Federal 
Control  is  also  made  by  this  witness.  He  calls  attention 
once  more  to  the  increased  sum  total  of  operating  ex- 
penses for  this  period  and  declares  that  in  the  minds  of 
the  regional  directors 

"  'There  was  always  present  the  knowledge  that  his 
real  employer  was  not  the  United  States  Government; 
that  sooner  or  later  these  roads  were  going  to  return  to 
the  men  that  paid  them  their  salaries,  and  as  between 
the  two,  without  any  question  of  moral  delinquency  or 
ethical  faults,  they  were  somewhat  inclined  to  look  to 
the  interests  and  welfare  of  their  corporate  owners  than 
to  the  United  States  Government,  in  so  far  as  all  of  the 
expenses  were  being  paid  practically  out  of  taxation  any- 
how, and  if  they  had  an  opportunity  of  getting  a  better 
maintenance  into  their  properties  at  the  expense  of  the 
United  States  Government,  as  I  think  will  be  proven, 
they  took  advantage  of  that  opportunity.'  (Vol.  Ill — 
p.  n05.) 

"In  view  of  this  serious  charge  some  examination  of 
the  evidence  becomes  necessary. 

"There  were  two  distinct  periods  of  Federal  control. 
The  division  line  between  the  two  is  practically  the  sign- 
ing of  the  Armistice.  In  the  first  period  it  was  the  "Dec- 
laration of  Policy"  on  June  17,  1918,  that  was  intended 
to  strike  the  keynote  of  the  new  management.  It  is  the 
first  of  these  enunciations  [made  by  Director-General 
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McAdoo]  that  is  most  pertinent  in  a  discussion  of  reve- 
nues as  related  to  expenses. 

'*  'First:  The  winning  of  the  rvar,  which  includes  the  prompt 
movement  of  the  men  and  material  that  the  Gov- 
ernment requires.  To  this  everything  else  must  be 
subordinated.' 

"For  the  purpose  of  testing  the  allegations  made  by  the 
witness  for  the  Railway  Train  Service  Employes,  it  be- 
comes necessary  to  get  in  mind  as  clearly  as  possible,  in 
the  light  of  the  above  primary  policy,  what  the  state  of 
affairs  was  on  the  roads  as  regards  revenues  and  expenses. 
Obviously  these  facts  have  a  bearing  upon  the  situation 
in  1920,  which,  in  my  opinion,  is  the  crux  of  the  whole 
problem.  There  are  three  sources  of  data,  apart  from 
witnesses  for  the  carriers,  that  may  be  had. 

"1.  The  hearing  before  the  Interstate  Commerce  Com- 
mission in  the  so-called  Fifteen  Per  Cent  Case,  1917. 

"2.  The  reports  by  the  Directors  General  McAdoo, 
Hines  and  Davis. 

"3.  The  reports  of  a  statistical  and  accounting  charac- 
ter issued  in  regular  form  by  the  Commission." 

Dr.  Duncan  here  cited  a  portion  of  the  decision  in 
the  Fifteen  Per  Cent  Case,  back  of  which  decision  lay 
the  most  comprehensive  railroad  data  available  at  that 
time.  The  Commission  granted  certain  increases  to  tlie 
Southern  and  Eastern  carriers,  but  did  not  grant  a 
blanket  increase  on  the  ground  that  apparently  "the 
worst  was  over."  In  this  decision  these  words  were 
used: 

"Under  stress  of  these  conditions  the  railway  executives 
made  their  first  appeals  for  relief  in  the  emergency  in  v/hich 
they  found  themselves.  If  these  unfavorable  tendencies  had 
continued  and  the  operating  results  for  the  succeeding  months 
had  perpetuated  tendencies  of  the  month  of  February,  a  prob- 
lem very  different  from  that  which  now  confronts  us  would 
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have  been  presented.  That  carriers  have  been  obliged  to  pay 
increased  prices  for  materials  and  supplies  cannot  be  questioned. 
It  is  difficult  to  characterize  with  moderation,  the  increases  in 
prices  of  materials  as  well  as  the  prices  which  have  been  de- 
manded in  various  localities  for  fuel."    (Pp.  311-12.) 

Dr.  Duncan  continued: 

"In  regard  to  maintenance  expenditures  the  Commis- 
sion says: 

"  'We  have  carefully  considered  the  expenditures  by  the  car- 
riers in  1916  for  maintenance  of  way  and  structures  and  for 
maintenance  of  equipment.  These  indicate  that  no  undue  or 
disproportionate  outlay  was  made  in  1916  for  these  purposes.' 

"I  desire  first  to  place  these  statements  by  the  Com- 
mission, made  after  years  of  study  and  analysis  of  railw^ay 
statistics  over  against  the  assertions  of  this  witness.  The 
Commission  certainly  had  all  the  data  available  for  any- 
one to  use.  They  had  heard  both  sides  without  partisan 
interest.  They  had  been  made  fully  acquainted  with  the 
bad  as  well  as  the  good  in  railway  management,  the  ineffi- 
ciency as  well  as  the  efficiency. 

"It  should  further  be  pointed  out  that  the  period  sur- 
veyed by  the  Commission  in  this  case  covers  the  test 
period  by  which  the  roads  were  adjudged  under  Federal 
control,  and  in  1920. 

"That  this  was  declared  to  be  not  only  not  a  period  of 
over-maintenance,  but  rather  one  of  under-maintenemce 
has  its  obvious  sig^nificance." 

At  this  point  Dr.  Duncan  cited  extracts  from  reports 
made  by  former  Directors  General  McAdoo  and  Hines 
and  present  Director  General  Davis  to  the  same  gen- 
eral effect  that  expenditures  by  the  railroads  on  main- 
tenance had  not  been  excessive,  but  that  on  the  con- 
trary  the  railroads  had  been  under-maintained.  He 
then  added: 
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"It  appears  to  me  that  this  evidence  fully  meets  the 
primary  issue  as  to  excessive  maintenance  expenditures, 
whether  for  way  and  structures  or  for  equipment.  By  a 
most  searching  investigation,  the  Interstate  Commerce 
Commission  found  no  such  excessive  expenditures  prior 
to  Federal  control.  There  is  nothing  in  the  reports  of 
the  Directors  General  for  the  period  of  Federal  control 
that  indicates  anything  in  their  opinion  but  an  inade- 
quacy of  transportation  facilities  when  the  roads  were 
taken  over. 

"The  error  made  by  the  witness  was  one  of  misinter- 
pretation. He  mistook  the  expenditures  for  maintenance 
by  the  carriers  in  the  years  when  they  had  the  money 
available  from  abundant  traffic  for  a  sinister  and  pre- 
meditated policy. 

"He  mistook  Increases  in  money  expenditures  for  main- 
tenance at  greatly  advanced  prices  for  materials  and 
labor,  for  excessive  amounts  of  actual  physiced  repara- 
tion. 

NO  GROUND  FOR  THE  CHARGE  THAT 
"EXPENSES  RAN  RIOT" 

"Just  as  there  was  no  ground  for  his  charge  in  the  1914 
case,  so  there  is  no  basis  for  a  similar  charge  for  the  inter- 
vening years  and  for  1917.  Up  to  the  period  of  Federal 
control,  expenditures  for  maintenance  did  not,  as  the 
witness  contends,  'run  riot.' 

"As  to  the  period  of  Federal  control,  the  announced 
and  reiterated  policies  of  the  Directors  General  are  a  suffi- 
cient reply.  While  the  war  was  on,  materials  and  labor 
were  short  in  supply  and  high-priced.  Fuel  was  dear. 
In  these  facts  lies  the  explanation  for  great  sum  totals  of 
expenditures  without  adequate  supplies  of  physical  mate- 
rials for  the  first  period  of  Federal  control. 

"From  all  of  these  sources,  certainly  not  biased  in  favor 
of  the  carriers,  an  analysis  of  the  same  data  presented  by 
Mr.  Warne  leads  to  the  conclusion: 
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"The  roads  were  not  over-maintained,  but  rather 
under-maintained,  to  meet  the  transportation  needs  of 
the  country;  prior  to  Federal  control,  at  the  time  of 
Federal  control;  during  Federal  control  and  when  the 
roads  were  returned  to  private  control ;  the  charge,  there- 
fore, of  expenditures  running  riot,  of  excess  expenditures, 
of  over-maintenance  will  not  hold  against  this  evidence." 
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IV 

The  Charge  of  Extravagant  Maintenance 
Expenditures  by  the  Roads  at  Government 
Expense  During  the  Guaranty  Period 

in  1920 

Concerning  the  charge  of  extravagant  maintenance 
expenses  in  the  year  1920,  especially  during  the  Guar- 
anty Period,  Dr.  Duncan  said  in  part: 

"A  severe  attack  has  been  made  by  the  witness  upon 
the  carriers  for  their  expenditures  in  1920,  especially  dur- 
ing the  period  of  so-called  government  guaranty,  March 
to  August,  inclusive.   The  accusations  made  are  in  brief: 

(/)  Bp  padding  iheir  operating  expenses,  parlicularl^  the  main- 
tenance accounts,  the  railroads  have  tried  to  secure  moneys  oul  of 
the  United  States  Treasury  to  build  up  their  properties  under  the 
guaranty  clause  of  the  Transportation  Act  of  1920;  and 

(2)  inflation  of  expense,  other  than  compensation,  has  tended 

io  place  on  compensation  to  employes  the  burden  of  preventing  a 
realization  of  adequate  net  operating  income. 

"1  propose  to  show  in  reply  to  this  attack  that  there  is 
a  complete  check  on  all  maintenance  expenditures  by  the 
railroads  for  the  six  months'  Guaranty  Period,  that  there 
is  convincing  evidence  of  a  need  for  large  expenditures 
by  the  roads  due  to  insufficient  facilities,  necessarily 
made  at  abnormal  costs,  that  operating  expenses  can  be 
adequately  accounted  for,  and  that  consequently  the 
interpretation  of  the  data  made  by  the  witness  is  erro- 
neous. 

CHECKS  PROVIDED  AGAINST  EXCESSIVE 
EXPENDITURES 

"The  Transportation  Act  of  1920  provides  fully  a  pro- 
tection for  the  United  States  Treasury  during  the  six 
months'  period  of  government  guaranty.    This  provision 
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has  either  not  been  fully  appreciated  or  has  been  over- 
looked or  misunderstood  by  the  witness. 

"There  is  a  specific  provision  in  the  law  to  protect  the 
United  States  Treasury  for  the  six  months'  Guaranty 
Period.  The  Interstate  Commerce  Commission  is  directed 
to  determine,  and  has  been  busied  at  a  determination  of, 
the  expenditures  that,  in  its  opinion,  properly  belong  in 
operating  expenses.  The  carriers  were  fully  cognizant 
of  this  provision  at  the  time  expenses  were  being  made. 

"If  there  had  been  a  temptation  on  their  part  to  inflate 
expenditures  unduly  the  specific  provision  in  this  Act 
would  have  restrained  them.  .  .  .  Their  acts  are 
fully  recorded.  Their  accounts  are  poHced  by  a  govern- 
ment body  whose  primary  duty  should  be  and  is  the  pro- 
tection of  public  interest.  Furthermore,  as  never  before, 
there  was  set  up  a  definite  standard  by  which  to  measure 
excess  expenditures,  namely,  the  Test  Period. 

"It  must  not  be  forgotten  that  the  August  reports  of 
1920  contain  approximately  $79,000,000  of  back  pay  re- 
sulting from  Decision  2  of  the  Railroad  Labor  Board." 

In  considering  the  six  months'  Guaranty  Period 
(March  1st,  1920,  to  September  1st,  1920),  Dr.  Duncan 
said: 

"It  is  apparent  from  the  testimony  of  the  witness  that 
he  is  very  fond  of  the  phrase  'economic  factors.'  I  desire 
to  summarize  the  chief  economic  factors  which  made  the 
months  following  Federal  control  abnormal." 

Among  the  factors  cited  were: 

1.  The  continuing  effect,  on  railroad  equipment,  of  the 
preceding  severe  winter. 

2.  The  heaviest  traffic  demands  in  history. 

3.  The  outlaw  strike  in  April  with  resultant  increased 
car  shortage,  engine  shortage  and  labor  shortage. 

4.  Increased  wage  scales. 

5.  Adverse  rules  and  working  conditions  inherited  from 
Federal  control. 
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6.  The  fact  that  wages,  materials  and  supplies  were  paid 
for  almost  wholly  at  prices  fixed  by  the  Railroad 
Administration,  not  by  the  roads. 

7.  About  79  per  cent  of  the  expenditiu^es  for  1920  had 
already  been  fixed  for  the  carriers  by  the  Govern- 
ment before  the  roads  were  returned  to  private  opera- 
tion. 

8.  Finally,  when  the  roads  came  back  they  were  not  be- 
ing run  on  an  economic  basis.  Expenditures  were 
greater  than  receipts  and  expenditures  had  been  much 
restricted  by  orders  from  Washington. 

THE  HUGE  TASKS  PUT  UPON 
THE  RAILROADS 

Dr.  Duncan  then  said: 

"The  Railroad  Administration  and  the  government 
virtually  said:  'Here  take  this  impaired  machine;  apply 
it  effectually  to  the  greatest  volume  of  traffic  on  record; 
75%  of  your  freight  cars  are  on  foreign  roads;  find  them, 
repair  them,  but  don't  delay  traffic. 

"  'Your  employes  are  discontented,  but  we  have  im- 
posed upon  you  expensive  rules  and  regulations  and  we 
expect  to  add  over  $618,000,000  annually  to  your  payroll 
to  satisfy  them. 

"  'There  is  no  program  for  the  year,  make  one ;  repair 
your  locomotives  and  your  roads ;  haul  the  biggest  move- 
ment of  grain  known  in  history  with  box  cars,  50%  of 
which  are  not  fit  for  such  service ;  get  your  cars  on  your 
own  roads,  send  empties  to  areas  needing  them;  haul  coal 
and  haul  coal  longer  distances  where  industry  needs  it 
to  forestall  any  possible  shortage. 

"  'You'll  pay  more  for  your  own  coal  and  it  will  not  be 
of  as  good  quality ;  your  fuel  bill  will  be  increased  above 
ours  in  1919,  which  was  $397,000,000,  to  more  than  $566,- 
000,000,  an  increase  of  $170,000,000  or  43  per  cent  on  this 
one  item. 

"  'Traffic  will  overload  the  impaired  machine  until  you 
will  be  driven  beyond  the  point  of  diminishing  returns. 
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"  'Sometime  along  we'll  set  a  value  on  your  property 
and  attempt  to  increase  your  revenues  to  secure  a  fair 
return  on  it. 

"  'But  meanwhile  your  treasuries  are  empty  because 
the  government  took  away  your  ready  cash  at  the  same 
time  with  the  control  of  the  roads  and  has  not  returned 
it. 

"  'You  have  not  been  permitted  to  share  along  with 
other  industries  the  prosperity  of  the  war  period ;  you 
have  no  reserves  with  which  to  meet  a  business  depres- 
sion; you  must  face  a  public  who  will  resent  heavier 
freight  and  passenger  rates ;  you  will  be  compelled  to  ask 
higher  rates  and  fares  when  the  universal  demand  of  the 
public  is  for  lower  rates  and  fares ;  we'll  police  your  ac- 
counts and  judge  your  expenditures  by  the  test  period. 
Go  and  justify  yourselves.' 

"No  one  would  undertake  to  deny  that  operating  ex- 
penses were  greatly  increased  during  the  year  1920.  The 
facts  speak  for  themselves  on  this  point. 

"Somewhere  in  the  increases  of  expenses  in  these  three 
accounts,  maintenance  of  way  and  structures,  mainte- 
nance of  equipment,  and  transportation,  will  be  found 
the  offense,  if  any  has  been  committed  by  the  railroads 
of  this  country  under  the  terms  of  the  Transportation 
Act,  1920." 

ECONOnC  FACTS  THAT  ACCOUNT  FOB 
INCREASED  EXPENSES 

At  this  point  Dr.  Duncan  made  a  very  detailed 
analysis  of  all  the  statistics  of  expenditures  for  main- 
tenance of  way  and  structures,  pointing  out  that  there 
was  such  a  shortage  of  common  lahor,  that  women  had 
been  drafted  into  service  as  section-hands,  that  ties,  rails 
and  ballast  were  scarce  and  insufficiently  provided, 
while  at  the  same  time  there  was  an  unprecedented 
volume  of  traffic  for  the  roads  to  carry. 
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He  also  considered  the  severe  winter  of  1919-20  as 
compared  with  the  winter  of  1918-19  and  declared: 

"In  this  common-sense  fashion  practically  75  per  cent 
of  the  increased  costs  for  1920  over  1919  in  maintenance 
of  way  and  structures  is  accounted  for.  Nor  is  there 
discoverable  in  any  of  these  items  any  foundation  for 
the  accusation  made  by  the  witness  for  the  train  service 
employes. 

"This  is  only  a  glimpse  behind  the  scenes.  Every  wit- 
ness appearing  before  this  Committee  who  had  in  charge 
the  responsibility  to  operate  effectively  a  railroad  system 
returned  to  private  control  after  26  months  of  Govern- 
ment Control  has  testified  under  oath  to  similar  condi- 
tions. There  is  sufficient  evidence  to  demonstrate  the 
need  for  repairs  on  all  roads  to  freight  cars  and  locomo- 
tives. 

"Such  repairs  required  more  men;  there  was  increased 
compensation  to  the  old  and  the  new  employes  from 
May  1  on;  the  rules  and  regulations  referred  to  in  dis- 
cussing locomotives  increased  likewise  the  cost  of  freight 
car  repairs. 

"It  seems  clear  that  the  witness  has  apain  fallen  into 
error  by  comparing  varying  money  costs  when  he  should 
have  compared  physical  and  service  units.  He  can  find 
no  corroborative  evidence  for  his  charge  either  from  the 
Railroad  Administration  or  the  Interstate  Commerce 
Commission. 

"The  witness  is  guilty  here  as  elsewhere  of  what  is 
called  in  logic  a  non  sequitur.  It  does  not  follow  from 
the  data  presented  that  increased  expenditures  for  main- 
tenance of  way  and  structures  are  due  to  an  attempt  by 
the  carriers  to  mulct  the  government,  because  there  are 
other  natural  and  necessary  reasons  for  these  expendi- 
tures." 
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AN  EXAMPLE  OF  LOSS  OF  EFFICIENCY  UNDER 
FEDERAL  CONTROL 

At  this  point  Dr.  Duncan  compared  methods  of  calcu- 
lating the  relative  railroad  maintenance  done  in  differ- 
ent years.  One  was  to  compare  the  number  of  dollars 
expended  [the  method  used  by  Mr.  Warne],  the  other 
was  to  compare  the  actual  number  of  ties  put  in  one  year 
as  compared  with  another,  the  actual  tons  of  ballast  re- 
stored, etc.,  regardless  of  their  cost. 

In  comparing  the  handling  of  locomotive  repairs  of 
1920  and  1919  he  said: 

"This  technical  question  was  discussed  in  detail  by  Mr. 
A.  H.  Smith  for  the  carriers.  He  showed  how  the  num- 
ber of  hours  of  labor  is  translated  into  miles  of  engine 
service;  that  locomotive  repairing  is  nothing  more  than 
restoring  mileage  service  to  engines.  The  two  units  com- 
pared, therefore,  are  man  hours  and  service  miles. 

"As  locomotives  are  reducing  their  mileage  of  service 
in  use,  others  in  the  shops  are  having  service  restored  to 
them.  It  was  claimed  by  Mr.  Smith  that  the  restoration 
of  mileage  service,  known  as  'shop  miles'  should  at  least 
equal  and  ought,  for  progress,  to  exceed  somewhat  the 
reduction  of  mileage  service  in  use,  known  as  'service 
miles.'  In  other  words,  for  a  property  to  keep  its  motive 
power  up  to  par,  service  miles  and  shop  miles  should  be 
equal. 

TWO  WAYS  OF  MEASURING  THE 
COST  OF  WORK 

"There  are  thus  two  kinds  of  measurement  possible; 
one  as  to  whether  or  not  upkeep  of  locomotives  has  been 
maintained,  and  the  other  as  to  whether  shop  miles  have 
cost  more  money  or  more  man  hours  per  unit.  For  the 
New  York  Central  a  table  has  been  presented  to  show 
the  increase  in  man  hours  per  1,000  shop  miles. 

"The  table  is  as  follows: 
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MAN  HOURS  PER  1,000  SHOP  MILES 


First  six  months  of  1918   113.4 

Last  six  months  of  1918   131.4 

First  six  months  of  1919   134.8 

Last  six  months  of  1919   135.0 

First  six  months  of  1920   146.9 

Last  six  months  of  1920   152.5 


(Vol.  1— p.  287) 

"According  to  this  method  of  measurement  the  man 
hours  in  the  last  half  of  1920  were  34.5%  greater  than 
in  the  beginning  of  1918. 

"Two  causes  are  given  to  account  for  this  increase: 

(1)  Elimination  of  piecework. 

(2)  Special  regulations  affecting  classification  of 
workmen  and  hours  of  work. 

"Insofar  as  these  facts  represent  the  situation,  they  re- 
veal one  important  explanation  for  an  increase  in  expen- 
ditures. Even  at  the  same  rates  of  pay,  here  would  be 
a  straight  way  advance  of  34.5%  in  costs. 

"But  not  alone  were  there  more  man  hours  required 
for  the  same  service,  but  each  hour  also  is  paid  for  at  a 
higher  rate  resulting  from  the  decision  of  the  Railroad 
Labor  Board. 

"Here  is  a  pyramided  increase;  aside  from  the  supple- 
ments to  Order  27,  20%  more  or  less  is  added  to  the 
hourly  rate;  34.5%  is  added  on  to  the  number  of  man 
hours  required,  and  each  additional  man  hour  comes 
freighted  with  the  old  rate  plus  20%  more. 

"And  further,  the  materials  used  were  all  at  the  peak 
of  their  prices. 

"Clearly,  therefore,  there  was  a  tremendous  increase 
in  costs  for  repairs. 

"Were  too  many  repairs  made?  This  is  a  crucial  ques- 
tion. The  witness  for  the  Train  Service  men  says  *yes,'  in 
reply.  But  he  bases  his  argument  only  upon  a  monetary 
basis.  He  claims  that  too  much  money  was  spent  for 
locomotive  repairs. 
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"As  far  as  this  test  is  representative  of  the  general 
situation,  it  shows  that  prior  to  Federal  Control,  during 
Federal  Control,  and  especially  in  1920,  there  remained 
constantly  a  condition  of  undermaintenance  of  locomo- 
tives. 

"Measured  by  monetary  units  the  expenditures  in  1920 
were  enormously  increased,  but  measured  by  physical 
and  service  units,  the  real  test,  there  was  absolutely  no 
over-maintenance,  but  rather  continued  under-mainte- 
nance. 

"This  test  appears  to  be  a  practical  and  accurate  one, 
and  meets  completely  and  in  a  most  convincing  way  the 
charge  of  over-maintenance  at  government  expense." 

In  order  to  show  that  Mr.  Warne,  while  charging  ex- 
cessive expenditures  (in  money)  during  the  Govern- 
ment Guaranty  Period,  had  in  mind  such  money  expendi- 
tures rather  than  the  physical  condition  of  the  properties. 
Dr.  Duncan  read  from  Mr.  Warne's  previous  testimony 
portions  of  a  colloquy  with  the  Chairman  of  the  Com- 
mission. Mr.  Warne  had  just  declared  that  the  six 
months  Guaranty  Period  expenditures  were  "excessive." 

The  quoted  portions  of  the  colloquy  follow: 
Chairman:  Were  excessive? 
Mr.  Warne:  Yes. 

Chairman:  Excessive  as  compared  with  what  had  been 
done  before? 
Mr.  Warne:  Yes. 

Chairman:  That  can  easily  be  seen.  But  do  you  think 
the  railroads  were  in  a  better  condition  on  the  1st  of 
September  than  they  ought  to  have  been? 

Mr.  Warne:  I  would  not  for  a  minute  claim  that. 
(Vol.  Ill— p.  1131). 

Dr.  Duncan  then  continued: 

"The  argument  of  the  witness  can  never  stand  up  un- 
der this  physical  test  as  he  here  practically  admits  under 
cross  examination." 
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"There  is  just  one  further  point  in  this  connection 
which  I  desire  to  touch  upon.   The  witness  has  said : 

Upon  the  sudden  termination  of  these  orders  (for 
supplies  and  materials),  when  the  guaranty  closed,  there 
was  precipitated  the  business  depression  in  the  Fall  of 
1920,  of  which  the  railroads  themselves  were  the  prin- 
cipal victims. 

It  is  my  opinion,  Mr.  Chairman,  that  the  alleged  pros- 
perity during  the  period  of  Government  guaranty  was 
entirely  artificial,  due  entirely  to  the  enormous  purchases 
of  these  materials  and  supplies  by  the  railroads.  It  had 
its  effect,  not  only  on  these  materials  and  supplies,  but 
also  on  all  materials  all  the  way  back  until  you  reached 
the  raw  materials,  and  it  kept  the  country  in  a  condition 
of  artificial  prosperity,  and  when  the  railroads  ceased 
their  purchases  it  allowed  the  country  suddenly  to  lapse 
into  a  business  depression  which  has  continued  almost 
ever  since.  In  other  words,  the  railroads  became  the 
victims  of  their  own  excessive  expenditures  (p.  1282). 

"This  is  certainly  a  remarkable  generalization  from  a 
student  of  economic  conditions.  All  of  the  economic  dis- 
tress in  the  world  cannot  be  laid  at  the  door  of  the  rail- 
roads. Here  is  a  claim  that  purchases  of  supplies  and 
materials,  especially  in  the  six  months'  Guaranty  Period, 
March-August,  1920 — created  an  artificial  prosperity  and 
the  stoppage  of  such  purchases  brought  on  the  business 
depression. 

"But  this  does  not  surely  account  for  the  fact  that  a 
break  in  the  rubber  market  came  as  early  as  February, 
1920,  followed  quickly  by  distress  throughout  the  auto- 
mobile business. 

"It  does  not  account  for  the  break  in  the  silk  market 
in  May,  1920,  followed  within  a  few  weeks  by  cotton  and 
wool. 

"It  does  not  account  for  the  indefinite  'vacation'  given 
its  employes  by  the  American  Woolen  Company  begin- 
ning July  1,  1920,  when  its  mills  were  shut  down. 

"It  does  not  account  for  the  break  in  the  sugar  market 
in  July,  1920.    It  does  not  account  for  the  rapidly  rising 
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tide  of  cancellations  through  the  last  four  months  of  this 
guarantee  period. 

"It  does  not  account  for  the  slump  in  farm  prices  in  the 
Spring  of  1920. 

"It  does  not  account  for  the  sudden  precipitous  drop  in 
sales  by  mail  order  houses  in  July. 

"It  does  not  account  for  the  bottom  dropping  out  of  the 
hides  and  leather  market  prior  to  the  Guaranty  Period. 

"It  does  not  account  for  the  break  in  wholesale  prices 
in  May,  1920,  or  the  break  in  retail  prices  in  June,  1920. 

"The  reasoning  by  the  witness  is  in  this  instance  clearly 
illogical  and  erroneous.  The  break  in  prices,  the  de- 
moralization of  markets,  the  beginning  of  liquidation,  the 
advent  of  unemployment,  the  onset  of  business  depression 
all  took  place  either  prior  to  or  during  this  Guaranty 
Period. 

"Purchases  by  the  railroads  of  supplies  and  materials, 
not  only  did  not  cause  artificial  prosperity,  but  also  failed 
to  prevent  or  even  postpone  deflation. 

"It  is  a  curious  economic  phenomenon,  however,  that 
the  wages  of  railway  labor  should  have  been  increased 
by  the  Railroad  Labor  Board  at  the  very  time  that  cost 
of  living  and  other  wages  began  to  fall,  and  that  freight 
and  passenger  rates  were  increased  by  the  Commission 
at  the  very  time  that  other  industries  were  liquidating 
and  other  charges  were  being  lowered." 

simiijAR  analysis  on  freight  and 
passenger  cars 

Dr.  Duncan  gave  similar  analyses  in  relation  to 
freight  cars  and  passenger  train  cars. 

He  then  pointed  out  that  the  difference  in  interpreta- 
tion of  the  upkeep  section  of  the  Standard  Contract  as 
to  maintenance,  (whether  a  given  number  of  dollars 
should  be  expended,  or  a  given  number  of  units — ties, 
tons  of  ballast,  miles  of  rail,  etc., — should  be  supplied) 
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was  estimated  at  between  $700,000,000  and  $800,000,- 
000. 

He  then  continued,  saying: 

"It  seems  clear  that  the  witness  has  again  fallen  into 
error  by  comparing  varying  money  costs  when  he  should 
have  compared  physical  and  service  units.  He  can  find 
no  corroborative  cAddence  for  his  charge  either  from  the 
Railroad  Administration  or  the  Interstate  Commerce 
Commission. 

"In  his  testimony  on  this  point  Mr.  Warne  has  always 
talked  in  terms  of  dollars.  He  has  emphasized  with  all 
of  his  ability  the  dollar  increases  in  expenditures.  These 
huge  totals  are  indeed  impressive,  but  they  are  no  true 
test.  Whenever  he  is  brought  back  to  the  purchasing 
power  of  these  dollars  his  argument  caves  in. 

"He  speaks  generally  in  terms  of  money,  always  in 
terms  of  money.  But  you  will  not  readily  discover  any- 
thing about  a  wage  increase  that  added  more  than 
$618,000,000  to  the  payroll  per  year,  anything  about  the 
increased  cost  due  to  rules,  regulations  and  national 
agreements;  anything  about  the  physical  condition  of 
locomotives,  cars  or  track;  anything  about  the  unprece- 
dented prices  for  materials  and  fuel.  It  is  apparently 
more  to  his  purpose  to  stick  to  the  depreciated  dollar. 

"There  is  thus  fully  demonstrated  a  fundamental  de- 
fect that  runs  like  a  purple  thread  through  all  of  the  argu- 
ment made  by  the  witness.  He  has  drawn  conclusions  on 
the  basis  of  skyrocketing  prices  both  for  materials  and 
for  labor. 

"Whenever  he  is  brought  to  the  workaday  test  of  pur- 
chasing power,  of  what  was  actually  obtained  for  the 
expenditures,  he  has  no  ground  to  stand  on." 

THE  FACTS  CONCERNING  SEPTEMBER 
OF  1920 

Dr.  Duncan  next  quoted  the  accusation  of  Mr.  Warne 
in  relation  to  the  situation  in  September,  1920,  con- 
cerning which  Mr.  Warne  said: 

38 


Getting  the  Fx\cts  Straight  About  the  Railroads 


'But  the  very  first  month  that  the  Government  guarantee 
under  private  operation  ceases  a  most  striking  change  for  the 
better  takes  place  in  net  revenues.  They  jump  from  a  deficit  of 
$123,900,000  to  a  clear  net  of  $104,700,000— a  total  gain  in  one 
month  amounting  to  $228,620,000.  What  a  most  remarkable 
effect  resulting  to  the  net  revenues  of  the  railroads  from  the 
mere  withdrawal  of  the  Government  guaranty  of  the  standard 
return.'    (Vol.  Ill— p.  1110.) 

"This  statement  refers  to  September  as  compared  with 
August,  1920.  Why  does  the  witness  make  no  mention  of 
the  fact  that  August  carried  approximately  $79,000,000 
of  back-pay  under  Decision  No.  2,  U.  S.  Railroad  Labor 
Board,  besides  being  the  record  traffic  month  in  the  en- 
tire history  of  the  railroads? 

"Why  does  he  not  mention  the  fact  that  an  increase  in 
rates,  made  effective  August  26,  very  materially  added  to 
operating  revenues  in  September? 

"These  patent  facts  demonstrate  the  unsoundness  of 
his  conclusion. 

"The  simple  and  obvious  explanation  of  the  change  in 
the  relation  of  revenues  and  expenses  is  that  August  car- 
ried a  tremendous  extra  burden  of  back-pay,  $79,000,000, 
and  the  necessary  additional  operating  expense  due  to 
abnormal  traffic ;  while  September  enjoyed  additional 
revenues  from  materially  increased  freight  and  passenger 
rates,  with  only  $3,000,000  of  back  pay.  And  yet  by  de- 
ceptive charts  and  misleading,  insinuating  statements  the 
witness  has  sought  to  impute  dishonesty  to  railroad  man- 
agers." 
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V 

The  Charge  that  the  Valuation  of  the  Rail 
roads  has  been  "Inflated"  at  the 
Expense  of  the  Public 

Dr.  Duncan,  on  this  subject,  said  in  part: 
"Another  main  division  of  Mr.  Warne's  testimony  has 
to  do  with  various  phases  of  the  railroad  property  invest- 
ment account.    There  are  five  main  points  in  this  con- 
nection that  I  desire  to  touch  upon.    They  are: 

/.  The  theory  of  evaluatins  public  service  properties. 

2.  Government  aid  through  land  grants  to  the  railroads. 

3.  The  effect  of  leases  upon  rates. 

4.  The  relation  of  affiliated  companies  to  railroad  property 
investment  account  for  rate-making  purposes. 

5.  The  problem  of  interlocl^ing  directorates  and  mtercof' 
porate  relationships. 

1 

THEORIES  OF  VALUATION 

"The  theory  of  valuation  appfied  to  t*ublic  Service 
Corporations  is  a  subject  of  great  difficulty,  but  of  tre- 
mendous importance.  The  theory  adopted  in  the  premises 
will  greatly  determine  the  conclusions  reached  and  the 
sums  calculated  to  represent  the  value.  Before  this  Com- 
mittee the  witness  has  declared : 

'That  they  (the  railroads)  are  entitled  to  a  reasonable  return 
on  the  capital  invested,  plus  services  and  labor  performed.  All 
other  rights  in  railroad  properties  belong  to  the  public'  (p. 
1409.) 

"Thus,  the  witness  advocates  a  theory  made  familiar 
to  the  public  by  Mr.  Glen  E.  Plumb.  It  is  not  advanced 
as  an  economic  proposition,  but  as  a  legal  right.  In 
harmony  with  this  statement,  Mr.  Warne  says  that: 
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'There  is  no  charter,  so  far  as  my  investigations  go — unless 
there  are  special  charters,  and  that  is  true  in  some  cases — which 
grants  to  any  railroad  the  unearned  increment  on  the  value  of 
its  property.  That  belongs  to  the  public  and  has  always  be- 
longed to  the  pubhc'    (P.  1410.) 

"By  placing  his  argument  on  a  legal,  rather  than  an 
economic  basis,  I  presume  that  the  witness  desired  to 
depart  in  this  respect  from  the  position  defined  by  Henry 
George  and  the  single  taxers,  who  have  spoken  as  econo- 
mists. In  doing  so  he  places  himself  squarely  in  opposi- 
tion to  the  reiterated  statements  of  the  Supreme  Court  of 
the  United  States. 

"In  the  famous  and  well-known  decision  in  the  Smyth 
vs.  Ames  Case  (169  U.  S.  466)  the  highest  court  in  the 
land  stated  the  following  as  the  principles  to  guide  in  de- 
termining 'the  fair  value  of  the  property'  used  for  the 
convenience  of  the  public : 

a.  The  original  cost  of  construction. 

b.  The  amount  expended  in  permanent  improvements. 

c.  The  amount  and  market  value  of  its  bonds  and  stocks. 

d.  The  present  as  compared  with  the  original  cost  of  con- 
struction. 

e.  The  probable  earning  capacity  of  the  properly  under 
particular  rates  prescribed  by  statute. 

f.  The  sum  required  to  meet  operating  expenses. 

"And  the  court  adds  that  these  economic  factors  'are  to 
be  given  such  weight  as  may  be  just  and  right  in  each 
case.  We  do  not  say  that  there  may  not  be  other  mat- 
ters to  be  regarded  in  estimating  the  value  of  the  prop- 
erty.' " 

THE  LEGAL  FOUNDATION  OF 
RAILROAD  VALUATION 

After  citing  several  decisions  of  the  United  States 
Supreme  Court  on  principles  of  valuation  and  the  direc- 
tions embodied  in  the  Transportation  Act  to  direct  the 
work  of  valuation  under  direction  of  the  Interstate 
Commerce  Commission,  Dr.  Duncan  said; 
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"This  is  now  the  law  of  the  land.  It  was  so  adopted 
after  full  public  hearing,  and  discussion,  and  with  due 
consideration  of  all  theories,  including  the  one  announced 
by  this  witness. 

"The  Commission  has  for  more  than  seven  years  been 
engaged  in  making  a  valuation  of  railroad  property  on 
this  basis.  It  has  announced,  also  under  legislative  direc- 
tion, a  tentative  figure  for  rate-making  purposes,  as  rep- 
resenting the  value  of  railroad  property.  At  this  time, 
therefore,  it  does  not  seem  worth  while  to  canvass  the 
arguments  pro  and  con  bearing  on  the  valuation  issue. 

"It  may  be  added,  however,  that  in  my  opinion  if  the 
issue  is  raised  again  the  principle  will  demand  its  pursu- 
ance to  a  logical  conclusion.  There  will  be  no  stopping 
place  at  railroads  or  public  utilities.  There  will  be  need 
to  consider  its  application  to,  say,  farm  lands  and  to  real 
estate. 

"There  has  been  a  great  deal  of  talk  about  watered 
stock  in  connection  with  the  railroads.  It  should  be 
clearly  understood  in  regard  to  this  subject; 

"First,  that  railway  property  is  being  valued  on  a  basis 
whollv  independent  of  security  issues. 

"Second,  that  this  value  when  arrived  at  will  be  used 
for  rate-making  purposes. 

"Third,  that  the  public  will  not  be  made  to  carry  the 
burden  of  rates  to  secure  revenues  for  the  realization  of 
a  return  on  any  inflated  values. 

"Fourth,  that  since  1907  all  additions  and  betterments 
have  gone  into  the  capital  account  at  the  value  actually 
expended. 

"Fifth,  that  all  issues  of  securities  have  been  for  nearly 
two  years  and  will  for  the  future  be  under  the  supervision 
of  the  Interstate  Commerce  Commission. 

"The  public  and  the  investor  are  thus  thoroughly 
safeguarded.   So  far  as  the  railroads'  relationships  to  the 
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public  are  concerned,  the  'watered  stock'  issue  has  been 
met." 

Before  the  Commission  this  witness's  continued  asser- 
tions of  inflated  values  in  the  railroads'  property  ac- 
counts were  met  by  the  following  statement  from 
Commissioner  Hall: 

Commissioner  Hall:  By  a  wholly  different  process, 
and  without  regard  to  the  stock  issues,  bond  issues  or 
their  valuation  or  anything  of  that  kind,  the  Commis- 
sion in  Ex  Parte  74  had  occasion  to  arrive  at  the  value 
of  the  property  of  the  carriers  devoted  to  public  service 
in  the  United  States,  and  by  a  synthetic  process  arrived 
at  a  value  of  nine  or  ten  billions  [Sic. — A  mistake  in  the 
record;  the  figure  should  have  been  $18,900,000,000]. 

Now,  that  has  nothing  to  do  with  capitalization  at  all. 
That  is  the  judgment  of  the  Commission  as  to  what,  in 
1920,  was  the  value  for  rate-making  purposes  of  the 
property  devoted  to  public  carrier  service,  of  the  rail- 
roads of  the  United  States.  And  the  earnings  for  1921, 
on  that  value — not  capitalization  or  other  value — repre- 
sented, let  us  say  for  convenience  three  per  cent.  Is 
that  a  situation  which  would  attract  great  volumes  of 
new  capital  to  the  railroad  industry? 

Mr.  Warne:    No,  sir. 

The  calculation  made  by  the  Commission  in  arriving 
at  its  tentative  valuation  is  most  assuredly  a  more  seri- 
ous and  sober-minded  aff"air  than  the  suggestion  (made 
by  Mr.  Wame)  to  split  the  diff^erence  between  $10,000,- 
000,000  and  $15,000,000,000  to  arrive  at  the  amount 
that  should  be  allowed  as  the  basis  for  rate-making. 

Commissioner  Hall  appeared  before  the  Senate  Com- 
mittee considering  the  problem  of  modification  of 
Transportation  Act,  1920,  on  January  5,  1922,  and  ex- 
plained in  detail  the  method  and  material  used  by  the 
Commission  in  arriving  at  their  valuation  figure.  In 
the  course  of  his  remarks,  the  Commissioner  said: 

I  simply  want  the  Committee  to  understand,  Mr.  Chairman, 
that  we  took  this  seriously.  We  recognized,  of  course,  what  a 
fundamental  thing  it  was,  the  valuation  that  should  be  placed 
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upon  the  carriers  property  of  the  United  States,  and  upon  which 
this  return  was  to  be  computed.    (P.  679). 

And  further: 

Of  course,  no  one  item  was,  or  could  be,  controlling  to  the 
exclusion  of  the  consideration  of  others  in  determining  the  sum 
found  as  value.  Possibly  what  would  appeal  to  one  Commis- 
sioner would  not  necessarily  appeal  to  another.  The  results  ob- 
tained reflected  the  painstaking  study  of  every  means  of  informa- 
tion which  was  available  to  us  in  our  own  offices,  or  had  been 
developed  of  record.  (lb). 

"In  the  hght  of  these  facts,  it  seems  to  me  unfair  to 
characterize  the  result  reached  by  the  Commission  in  the 
words  of  the  witness  as  'An  extremely  rough  estimate.' " 

2 

EFFECT  OF  LAND  GRANTS  ON 
RAILROAD  VALUATION 

In  discussing  the  subject  of  "Land  Grants,"  as  affect- 
ing valuations,  Dr,  Duncan  reviewed  the  history  of  land 
grants,  (all  in  a  by-gone  generation)  showed  that  the 
system  was  due  to  Governmental  compliance  to  public 
demand  for  railroad  construction,  that  the  grants  af- 
fected only  9.15  per  cent  of  the  total  mileage  in  opera- 
tion today;  that  there  have  been  great  offsets  in  free 
transportation  for  carrying  Government  troops  and  war 
materials,  [or  at  reduced  rates]  and  mail  carriage  at 
special  rates  20  per  cent  below  the  regular  rate,  which 
rates  other  roads  not  having  land  grants  had  to  meet. 

Dr.  Duncan  cited  examples  to  illustrate  what  the 
Government  had  received  in  return  for  the  grants.  Con- 
cerning the  Illinois  Central  Railroad,  he  said: 

"Of  what  value  have  these  grants  been  to  the  roads 
receiving  them?  The  information  for  giving  a  compre- 
hensive answer  is  not  now  available.  There  are,  however, 
some  interesting  facts  at  hand  (Congressional  Record, 
January  12,  1920,  p.  1363  et  seq.).  The  Illinois  Central 
received  2,500,000  acres  of  land.  It  had  been  held  for 
settlers  at  $1.25  per  acre  for  many  years,  but  in  the  locali- 
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ties  to  be  tapped  by  the  road,  it  was  not  selling  at  that 
price. 

"The  2,500,000  acres  at  $1.25  per  acre  make  $3,125,000 
as  the  'book'  value  at  the  time  of  granting.  In  return  the 
state  has  received  7%  of  gross  earnings  in  lieu  of  regular 
taxes,  which  are  at  the  rate  of  about  3  or  3%%.  An  offi- 
cial accounting  as  of  June  30,  1915,  shows  the  following: 

(Cents  Omitted) 

Excess  state  tax  on  operating  revenues..  $16,499,995 

Mail  pay  deductions    1,569,292 

■    Freight  deductions    448,327 

Deductions  for  handling  troops,  etc   2,630,643 

$21,148,258 

Most  important  Dr.  Duncan  considered  the  develop- 
ment of  the  country,  and  upbuilding  of  farm  and  other 
values,  saying: 

"It  is  obvious  that  there  never  could  have  been  the 
settlement  of  the  country  and  the  utilization  of  the  vast 
resources  which  have  made  the  United  States  the  richest 
country  in  the  world  without  the  railroad  system.  It  is 
also  obvious  that  the  mileage  value,  of  a  little  more  than 
$60,000  as  compared  with  $109,000  in  Germany,  $137,000 
in  France,  $177,000  in  Belgium  and  $265,000  in  Great 
Britain,  would  have  been  impossible  without  the  cheap 
right  of  way.  If  the  railroads  have  benefitted,  so  have 
the  people  and  the  government." 

In  conclusion  he  said: 

"There  has  been  a  give  and  take  in  land  grants,  but  they 
can  affect  the  transportation  burden  today  and  in  the 
future  only  favorably  to  the  public.  The  government  no 
longer  gives  but  continues  to  take." 

3 

THE  EFFECT  OF  LEASES  ON 
RAILROAD  VALUATION 

As  to  the  effect  of  leases  on  valuation,  Dr.  Duncan  said 
in  part: 
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"From  the  point  of  view  of  public  interest,  it  seems  to 
me,  that  the  real  test  of  these  leases  is  whether  or  not  they 
affect  the  freight  and  passenger  rates  which  the  public 
must  pay. 

"Are  they  faxed  charges  on  revenue  and  income?  This 
is  a  most  important  question.  The  answer  may  be  found 
in  the  accounting  practice  of  the  roads  under  the  direc- 
tion of  the  Interstate  Commerce  Commission. 

"The  net  railway  operating  income  not  only  has  been 
a  vital  figure  in  determining  rates,  but  the  Commis- 
sion is  henceforth  directed  by  law  to  calculate  the  ratio  of 
net  railway  operating  income  to  the  actual  property  value 
in  order  to  determine  a  fair  return  to  the  roads. 

"In  what  way,  if  at  all,  are  these  two  accounts  affected 
by  the  leases?  They  are  in  no  way  affected  by  the  leases. 

"Leases  are  contracts  between  two  railroad  compa- 
nies. They  are  the  result  of  a  bargain  and  the  terms  may 
be  fair  or  unfair  to  the  parties.  This  question  becomes 
a  matter  of  concern  only  to  the  contracting  parties. 

"Rent  for  leased  roads,  'Account  542'  in  the  Commis- 
sion's classification,  does  not  enter  into  the  net  railway 
operating  income.  In  the  accounts  of  the  lessee  the  net 
railway  operating  income  is  derived  by  deducting  from 
operating  revenues,  which  is  'Account  501,'  railway  oper- 
ating expenses,  'Account  531,'  railway  tax  accruals,  'Ac- 
count 532,'  uncollectible  railway  revenues,  'Account  533' 
together  with  Accounts  536,  hire  of  freight  cars,  debit 
balance;  537,  rent  for  locomotives;  538,  rent  for  passen- 
ger-train cars ;  539,  rent  for  floating  equipment ;  540,  rent 
for  work  equipment,  and  541,  joint  facility  rents.  Rent 
for  leased  roads  is  item  542  and  is  not  included  in  arriv- 
ing at  net  railway  operating  income. 

"Obviously,  leases  have  no  influence  in  the  valuation  of 
the  physical  properties  because  this  valuation  is  based 
upon  accounts  701,  Roads  and  Equipment,  and  702,  in- 
vestment in  property  of  leased  roads,  only.  They  will  not 
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therefore  enter  into  the  Commission's  figures  on  railroad 
property  valuation  for  rate-making  purposes. 

"It  follows  from  this  analysis  that  leases  with  their 
varying  terms  do  not  affect  rates  because  they  do  not 
enter  into  either  one  of  the  two  accounts  used  in  judging 
a  fair  return  from  rates.  Hence,  the  public  is  fully  pro- 
tected from  the  effects  of  any  unjust  or  burdensome  terms 
contained  in  the  leases,  except  of  course  as  the  public 
has  been  an  investor  in  securities  dependent  upon  leases. 

"The  rate  structure  of  the  country  bears  and  wiil  bear 
no  burden  from  leases.' 

"No  railroad  can  present  these  lease  terms  to  the  Com- 
mission for  consideration  with  any  other  expectation  than 
that  they  will  be  disregarded,  in  precisely  the  same  way 
in  which  stock  and  bond  issues  are  disregarded." 

4 

INVESTMENTS  IN  AFFIUATED  COMPANIES  DO  NOT 
RAISE  VALUATIONS 

In  the  discussion  of  "affiliated  companies"  Dr. 
Duncan  said  in  part: 

"The  witness  has  entered  into  a  very  elaborate  discus- 
sion of  Affiliated  Companies  and  their  relation  to  the 
Railroad  Property  Investment  account.  Fortunately  this 
argument  does  not  require  a  detailed  reply.  The  reasons 
are  readily  explained. 

"The  witness  would  have  been  saved  the  laborious  task 
of  compiling,  transcribing,  and  presenting  this  elaborate 
discussion,  if  he  had  studied  with  a  little  greater  care  the 
accounting  methods  of  the  Interstate  Commerce  Com- 
mission, the  Valuation  Act  (19a)  and  the  passages  which 
he  himself  quoted  from  Ex  Parte  74. 

"Even  a  cursory  examination  of  this  statement  would 
have  shown  the  witness  that  'Affiliated  Companies,'  esti- 
mated by  him  at  20%  of  the  total,  miscellaneous  physical 
property,  sinking  funds,  deposits — lieu  mortgaged  prop- 
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erty  sold,  and  other  investments  estimated  by  him  at  7%, 
are  not  included  by  the  Commission  in  arriving  at  their 

valuation  figure,  nor  were  they  claimed  by  the  carriers 

as  rate-making  elements." 

Dr.  Duncan  cited  the  record  before  the  Commission 
to  show  that  after  prolonged  cross-examination  Mr. 
Warne  finally  admitted  that  investments  in  affiliated 
companies  are  not  a  part  of  the  property  investment 
account,  using  these  words: 

Q.  (by  Mr.  Wood) :  Now,  Dr.  Warne,  I  am  not  suggest- 
ing that  an  investment  in  an  affiliated  company  is  not 
an  investment  of  the  corporation.  I  am  speaking  of 
what  is  known  technically  in  the  reports  of  the  Com- 
mission as  the  property  investment  account,  and  I 
again  ask  you,  if  Dr.  Lorenz  is  correct  that  the  prop- 
erty investment  account  as  stated  in  the  annual  re- 
ports of  the  Commission  include  only  accounts  701 
and  702,  then  investment  in  affiliated  companies  is 
not  within  the  figure  so  reported.  That  is  right, 
isn't  it? 

A.  (by.  Mr.  Warne):  I  am  willing  to  accept  Dr. 
Lorenz's  statement  as  to  what  the  technical  require- 
ments of  the  Commission  include  and  provide,  yes. 
(I.  C.  C.  Docket  13293,  Page  5187.) 

Dr.  Duncan  then  commented  as  follows: 
"The  extraction  of  that  final  admission  was  apparently 
as  painful  as  the  extraction  of  a  big  tooth  without  an 
anaesthetic.    Why  such  reluctance?    Why  such  subter- 
fuge on  the  part  of  the  witness?   Why  this  evasion? 

"Because  that  final  admission  destroys  his  case.** 

5 

INTER-CORPORATE  RELATIONSHIPS  AND 
INTERLOCKING  DIRECTORS 

On  the  subject  of  "Inter-corporate  Relationships," 
Dr.  Duncan  said  in  part: 

"The  question  of  intercorporate  relationships  has  been 
discussed  at  great  length  by  the  witness.    It  is  not  my 
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intention  to  take  this  matter  up  in  any  considerable  detail 
for  I  do  not  believe  it  is  germane  to  the  subject  under 
investigation.  I  desire  to  state  only  certain  broad  propo- 
sitions in  reply  to  the  arguments  based  upon  the  data 
presented. 

"The  witness  has  nowhere  clearly  summarized  his  argu- 
ment or  drawn  comprehensive  conclusions  on  this  point. 
On  the  contrary,  the  method  is  for  the  most  part  one  of 
inference  and  insinuation. 

"My  understanding  of  his  discussion  is  that  he  con- 
demns the  practice  of  intercorporate  relationship  and  in- 
terlocking directorates  between  railroad  companies  and 
materials  and  supplies  companies,  coal  and  oil  companies, 
financial  institutions,  and  other  railroad  companies.  After 
giving  a  number  of  examples,  he  says : 

A/p  particular  object  is  to  call  attention  to  the  fact  that 
through  such  practices  the  expenses  of  the  railroads  are  in- 
creased, the  net  revenues  decreased,  a  smaller  amount  is  nec- 
essarily left  for  operating  income,  and  the  Tate  of  return  is 
likewise  reduced.    (Vol.  Ill — p.  1265.) 

"In  the  first  place,  it  has  been  demonstrated  that  no 
effect  has  been  or  can  be  had  upon  the  value  of  railroad 
properties  for  rate-making  purposes  from  the  duplication 
of  securities  through  the  financial  transactions  resulting 
from  the  consolidations  and  mergings  of  lines.  This  fact 
has  been  specifically  stated  by  the  Interstate  Commerce 
Commission  itself. 

"Investment  in  competing  roads  is  now  forbidden  by 
law,  where  the  effect  is  to  substantially  lessen  competi- 
tion. Issues  of  securities  are  supervised  and  passed  upon 
by  the  Commission." 

INTERLOCKING  DIRECTORATES  UNDER 
COM>nSSION  CONTROL 

Dr.  Duncan  also  showed  that  interlocking  directors 
may  serve  only  by  authorization  of  the  Interstate  Com- 
merce Commission,  saying: 
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"Acting  under  the  instructions  contained  in  the  amend- 
ment, section  20a,  to  the  Interstate  Commerce  Act,  the 
Interstate  Commerce  Commission  at  a  general  session 
held  October  11,  1921,  issued  an  order  to  become  effec- 
tive forthwith  that  applications  should  at  once  be  made 
to  continue  interlocking  directorates.  These  became  un- 
lawful after  December  31,  1921,  unless  specifically 
authorized  by  the  Commission.  All  such  relationships 
have,  therefore,  either  ceased  to  exist,  become  illegal  or 
been  authorized  after  due  investigation  by  the  Commis- 
sion."   (Cf.  I.  C.  C.  Rept.  1921,  p.  219-20.) 

Dr.  Duncan  also  cited  the  Clayton  Act  under  which 
purchases  from  companies  having  "interlocking  direc- 
tors" are  strictly  limited,  with  adequate  penalties. 

He  added: 

"I  submit,  therefore,  that  in  view  of  the  time  that  has 
elapsed,  in  view  of  the  general  publicity  of  the  facts,  in 
view  of  the  legislation  now  in  force,  in  view  of  the  ac- 
counting and  statistical  methods  now  in  use,  and  in  view 
of  the  fact  that  the  railway  system  is  a  quasi-public  in- 
stitution whose  welfare  and  good  standing  is  essential  to 
all  industry  and  commerce,  this  discussion  is  not  rele- 
vant to  the  question  involved  in  this  hearing. 

"In  my  opinion  the  matter  is  dragged  in  here  for 
publicity  purposes  rather  than  to  illustrate  and  clarify 
the  issues  discussed." 

In  harmony  with  the  same  feeling  is  the  statement  by 
Secretary  Hoover  before  the  Interstate  Commerce  Com- 
mission.   He  said: 

I  see  no  occasion  to  go  into  the  labyrinth  of  past  rail- 
way finance,  its  propriety  or  lack  of  propriety,  its  fool- 
ishness or  its  skill.  That  generation  is  gone  by.  The 
Nation  has  fought  its  battle  against  manipulation  of 
finance;  it  has  won;  and  it  has  put  these  matters  under 
public  control.  This  Commission  approaches  the  finan- 
cial problems  of  the  railways  upon  their  actual  value, 
not  upon  their  issues  of  securities;  and  I  take  it  we  are 

50 


Getting  the  Facts  Straight  About  the  Uailroads 


living  for  the  future,  not  the  past.  We  want  transporta- 
tion and  we  want  it  with  the  values  of  private  initiative 
and  clean  public  service.  .  .  . 

*       *  * 

Finally,  I  want  to  refer  to  the  veritable  witches'  caul- 
dron being  fed  constantly  with  hates  distilled  from  mis- 
deeds of  railway  promoters  in  the  past,  from  the  con- 
flicts between  the  railways  and  the  farmers,  between  the 
railways  and  their  workmen.  From  all  the  confusion 
that  arises  from  it,  we  destroy  our  railways  and  our- 
selves. 

With  this  Commission  on  one  hand  assuring  honesty 
in  finance  and  justice  to  the  shipper  and  railway  investor, 
with  the  Railway  Labor  Board  on  the  other  hand  assur- 
ing justice  to  the  workers,  and  above  all,  with  a  greater 
spirit  of  public  service  in  our  generation  of  railway 
managers,  it  is  time  to  call  off  the  witches  and  take  on 
some  vision  of  our  national  situation  if  we  are  to  pull 
ourselves  out  of  this  depression.  (Commerce  Reports, 
Feb.  13,  1922— p.  3623.) 

"These  words  find  such  full  endorsement  in  my  own 
mind  that  I  cannot  help  believing  them  to  contain  great 
good  sense  and  practical  wisdom.  They  offer  at  any  rate 
a  more  helpful  and  hopeful  suggestion  than  the  wholly 
negative  and  destructive  discussion  by  this  witness  from 
the  days  of  the  past.  They  afford,  too,  a  most  forceful 
and  effective  answer  to  his  argument." 
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